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Construction Contractors Industry 
Developments— 2002/03
How This Alert Can Help You
This Audit Risk Alert can help you plan and perform your con­
struction industry audits. The knowledge that this Alert deliv­
ers can assist you in achieving a more robust understanding of 
the business environment in which your clients operate— an 
understanding that is more clearly linked to the assessment of 
the risk o f material misstatement of the financial statements. 
Also, this Alert delivers information about emerging practice is­
sues and information about current accounting, auditing, and 
regulatory developments.
If you understand what is happening in the construction indus­
try, and if you can interpret and add value to that information, 
you will be able to offer valuable service and advice to your 
clients. This Alert can assist you in making considerable strides in 
gaining that industry knowledge and understanding it.
This Alert describes trends and issues facing most contractors in 
many o f the construction markets in the country. National 
trends and industry-wide benchmarks can help you identify un­
usual financial statement relationships at the planning or final 
review stages o f an audit. Once they are identified, you can di­
rect your audit attention to those areas. However, broad na­
tional trends have their limitations. Keep in mind that your 
clients will be affected much more by local economic, political, 
and industry conditions that exist in the specific markets that 
your clients serve.
This Alert is intended to be used in conjunction with the AICPA 
general Audit Risk Alert—2002/03 (product number 022333kk).
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The U.S. Business Environment
As of the third quarter of 2002, anxious economists are down- 
grading their forecasts, and some crucial sectors o f the economy 
are pushing the likelihood of a rebound into next year because of 
the abrupt slowdown in the economic recovery.
For now, the overall economy is expanding, but sluggishly. Jobs 
are growing, but barely. And with a depressed stock market and 
reactions to further fears o f terrorist strikes weighing on the na­
tional psyche, there is none o f the exuberance that marked the re­
covery in the late 1990s.
Analysts argue over whether the summer slump was just a pause 
in the rebound— perhaps as companies obsess about making sure 
their financial reports are accurate— or something more omi­
nous. Even optimists say the once-slim chances o f a double-dip 
recession, meaning a recession followed by a short period o f 
growth only to be followed by another recession, are now up to 
20 percent or more.
The economy appears to be in a struggle between declining busi­
ness confidence and strong consumer spending. Eventually, con­
sumer demand should overcome business wariness unless 
cautious businesses cut so many jobs that consumers finally give 
up. The same dynamic was at work during the fall o f 2001. After 
September 11th o f that year, the business sector froze, but the 
consumer sector did not, and eventually consumer demand 
jump-started the economy.
The underlying economic fundamentals remain relatively sound 
and point toward a moderate economic growth scenario. How­
ever, stock market weakness coupled with recent data releases has 
prompted downward forecast revisions.
Factors Affecting the Current Environment
The confluence of many factors blend to create the uncertainty mix we 
are experiencing in these economic times. Among those factors are 
stock market woes, current monetary policy, spending policies of different 
sectors, and manufacturing activity, as discussed in the following sections.
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Stock Market Woes
Accounting scandals and corporate bankruptcies have generated 
tremendous investor uncertainty resulting in a dramatic decline 
in stock prices. While this is disconcerting, Wall Street scandals 
are not expected to play a significant adverse role on consumer 
spending or overall economic growth. Furthermore, any negative 
economic effects generated by stock price declines are expected 
by economists to be constrained to third quarter activity.
Potentially, the decline in stock market prices can affect real eco­
nomic activity by reducing consumer wealth and by adversely af­
fecting consumer buying attitudes. Both conditions could reduce 
consumer spending activity.
Stock prices declined 25 percent from July to September 2002—  
resulting in a $2.6 trillion decline in wealth holdings. Most econ­
omists believe the decline in wealth will have a relatively small 
adverse impact on consumer spending. The wealth decline is pri­
marily a temporary paper setback for investors. The underlying 
economic fundamentals are relatively sound, and the profit pic­
ture facing corporate America is showing mixed signs o f improve­
ment. This suggests that once investors regain confidence in 
corporate financial reporting, the market will rebound strongly.
Furthermore, the current environment of low interest rates and 
stock uncertainty has prompted additional support to real estate 
activity, contributing to real estate appreciation.
Current Monetary Policy
Some economists expected a monetary policy reversal to material­
ize during the fourth quarter of 2002. Most now assume that the 
Federal Reserve will not engage in a monetary policy tightening 
until the first quarter o f 2003— at the earliest. The new assump­
tion is made in the context of the recent declines in stock prices 
and the continued fragility of the economic recovery.
Consumer Spending
The economic improvement during 2002 has been carried on the 
shoulders o f the consumer, who accounts for roughly two-thirds
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of overall economic activity. However, there are serious concerns 
within the analytical community whether strong consumer 
spending can last long enough for the other sectors o f the U.S. 
economy to become a net contributor.
Recent data releases suggest that the consumer sector shows no 
signs o f faltering. Aside from a moderation in third quarter con­
sumer spending growth due to stock market woes, economists ex­
pect the current strength in consumer spending to endure—  
enabling other sectors of the economy to turn positive.
Consumer buying attitudes aside, moderate income growth, low 
inflation, low interest rates, lower energy prices, and retailers’ dis­
counting activity should underpin relatively strong consumer af­
fordability conditions.
Investment Spending
Clearly, the dividing factor between a weak economic recovery 
and stronger growth performance will be the extent to which 
other sectors o f the economy become net contributors to gross 
domestic product (GDP) growth. The timing and strength of a 
recovery in business capital spending will play a large role in de­
termining the strength of economic activity during the next year.
Corporate investment spending has been an area o f sustained 
weakness for the U.S. economy for the past year. Business expen­
ditures for new plant and equipment will not begin to recover 
until corporate profitability shows sustained growth. Throughout 
2001, corporate profits recorded declines. To defend its bottom 
line, the corporate community cut back in investment spending.
Sustained improvement in corporate profits should draw corpo­
rate America out o f its capital-spending hiatus. The combination 
of sustained strength in consumer spending, improved conditions 
in the manufacturing sector, and renewed strength in corporate 
profits (as well as improvement in the stock market), is expected 
to lead to a small positive increase in business expenditures for 
new plant and equipment. Stronger gains in this area are expected 
throughout 2003.
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Government Spending
During the past few years, two key factors have influenced govern­
ment spending— robust economic conditions and, therefore, robust 
government revenue sources, and a commitment by policymakers to 
insure a federal surplus. Things have changed. The slowdown in 
economic activity has slowed growth in government revenue. Ex­
penses associated with the war on terrorism at home and abroad will 
add to government spending. Furthermore, Congress is less likely to 
trumpet the cause of a balanced budget in the context of increased 
government measures to improve domestic security.
As a result, government spending through 2003 is expected to ac­
celerate, contributing more to GDP growth. As a consequence, 
federal spending deficits are expected to persist at least through 
the first half o f 2003. This trend has already been the experience 
during the first quarter o f 2002, for which the government 
recorded a deficit of $64 billion.
Manufacturing Activity
Recovery in the manufacturing sector is critical in sustaining eco­
nomic momentum. Despite an improved outlook, the sector re­
mains weak. Although there are conflicting reports surrounding 
the manufacturing sector, economists believe that the sector is im­
proving at a modest rate. The two key factors in this assessment 
are continued strength in consumer spending and a sustained lean 
inventory position. With these two factors in place, monthly fluc­
tuations in durable goods orders play a less important role in the 
assessment of the ongoing recovery in manufacturing.
Sarbanes-Oxley Act
On July 30, 2002, President Bush signed into law the Sarbanes- 
Oxley Act o f 2002 (the Act). The Act includes far-reaching 
changes in federal securities regulation that could represent the 
most significant overhaul since the enactment of the Securities Ex­
change Act o f 1934. The Act creates the Public Company Ac­
counting Oversight Board (PCAOB) to oversee the audits of 
public companies that are subject to the securities laws of the Se-
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curities and Exchange Commission (SEC). In addition, the Act 
prescribes a new set of auditor independence rules, new disclosure 
requirements applicable to public companies and insiders, and 
harsh civil and criminal penalties for persons responsible for ac­
counting or reporting violations. The Act also imposes new restric­
tions on loans and stock transactions involving corporate insiders.
A more complete summary o f the Act is available on the AICPA 
Web site at www.aicpa.org/info/sarbanes_oxley_summary.htm. 
We discuss some of the provisions of the Act that may be of par­
ticular interest to publicly traded companies below.
For public companies, the Act’s most noticeable effects relate to 
corporate governance, an area of regulation traditionally left to 
state corporation laws. The Act will force many companies to 
adopt significant changes to their internal controls and the roles 
played by their audit committees and senior management in the 
financial reporting process. Most significantly, the Act imposes 
new responsibilities on CEOs and CFOs and exposes them to 
much greater potential liability for the information presented in 
their companies’ financial statements, among other things.
The Act includes the following changes to the law that took effect 
immediately or within 30 days o f becoming law:
• Certification o f periodic reports; criminal sanctions for false 
certification. The criminal provisions of the Act contain a 
new certification requirement that received little or no at­
tention from commentators prior to the Act’s enactment. 
This requirement, which carries criminal penalties, applies 
to any periodic report containing financial information 
(presumably including a Form 8-K). The certification re­
quirement states that such a report must be accompanied 
by a written statement signed by the CEO and the CFO 
certifying that the report “fully complies with the require­
ments o f section 13(a) or 13(d) o f the Securities Exchange 
Act o f 1934” and that the information “fairly presents, in 
all material respects, the financial condition and results of 
operation o f the issuer.” An officer who knowingly makes a 
false certification as to these matters may be subject to a
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fine of up to $5 million and imprisonment of up to 20 
years. This provision creates a separate and independent 
certification requirement that is not subject to SEC rule- 
making and is effective immediately. The certification re­
quirement goes beyond the certification discussed below 
and is required for periodic reports beginning with an is­
suer’s next filing. All issuers should carefully consider these 
provisions with their legal counsel well in advance of mak­
ing their next filing.
• Certification accompanying 10-Ks and 10-Qs. The Act di­
rected the SEC to issue rules within 30 days o f becoming 
law to require the CEO and the CFO of a reporting com­
pany to personally certify the company’s reports on Form 
10-K and Form 10-Q. The certification must state that the 
officer has read the report and must confirm, based on the 
officer’s knowledge, the absence of material misstatements 
or omissions and the fair presentation o f the accompanying 
financial information. The certification also must provide 
statements regarding the company’s financial controls and 
confirm that the officers have made certain specified disclo­
sures to the company’s auditors and audit committee.
• Audit committees. Under the Act, audit committees are sub­
ject to heightened independence standards (including a 
prohibition of any non-independent members), and com­
panies are required to grant their audit committees specific 
levels o f control over the company’s relationship with its 
auditors. These control levers would include, for example, 
exclusive hiring, firing, and spending authority. Audit com­
mittees are required to establish rules for (1) the treatment 
of complaints received by the issuer regarding accounting, 
internal accounting controls, or auditing matters, and (2) 
confidential submission by employees of concerns regard­
ing questionable accounting or auditing matters.
•  Insider transactions. Loans to directors and executive offi­
cers are prohibited in almost all circumstances, as are the 
modification or forgiveness of currently outstanding loans.
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Insider stock transactions must be reported within two 
business days o f the date of the transaction.
• Forfeiture o f CEO and CFO compensation. Financial re­
statements arising from misconduct could result in forfei­
ture by the issuer’s CEO and CFO of bonuses paid to them 
and profits from their stock sales during the year following 
the original reporting of the results. There is no provision 
requiring that the CEO  or CFO  have any culpability in 
the misconduct. However, the Act permits the SEC to ex­
empt any person from the application o f this provision, as 
it deems “necessary and appropriate.”
• Statute o f limitations in securities fraud litigation. The statute 
of limitations for private securities fraud litigation has been 
significantly lengthened to the earlier of two years from the 
date of discovery or five years from the date of the violation.
Additional changes that will take effect in the following months, 
as the SEC issues rules implementing the changes and as auditors 
become registered with the PCAOB, include, among other things:
• Auditor independence. Accounting firms are prohibited 
from providing most nonaudit services for public compa­
nies they are auditing. Tax services and some other nonau­
dit services may be provided if preapproved by the audit 
committee. Most o f the other nonaudit services that have 
been provided by accounting firms in the past, however, 
are absolutely prohibited, including design and implemen­
tation of financial information technology (IT) systems, 
appraisal or valuation services, and legal services and expert 
services unrelated to the audit, among others.
• Additional disclosures in periodic reports. Periodic reports 
must include disclosures regarding the issuer’s internal 
controls; nonaudit services provided by the issuer’s auditor; 
and material off-balance-sheet transactions, arrangements, 
or obligations. The reports must disclose whether the is­
suer has adopted a code of ethics for senior financial offi­
cers and, if  not, why not. Companies must disclose any 
change to the code or any waiver o f its provisions in a
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Form 8-K. The reports must disclose whether the issuer’s 
audit committee includes at least one member who consti­
tutes a “financial expert” according to criteria specified in 
the Act (generally a person with experience as a CFO or 
controller or similar accounting experience).
• Adjustments identified by auditors. The Act requires that 
any periodic report that contains generally accepted ac­
counting principles (GAAP) financial statements “reflect” 
all material correcting adjustments that have been identi­
fied by the issuer’s auditors in accordance with GAAP or 
the rules and regulations of the SEC.
• Discussions between auditors and audit committees. Auditors 
are specifically required to discuss certain matters with the 
audit committee, including (1) critical accounting policies 
and (2) alternative accounting treatment of financial infor­
mation that has been discussed with management, the 
ramifications o f the alternative treatment, and the treat­
ment preferred by the auditors.
• Auditor conflict o f interest rules. An accounting firm may 
not perform audit services for an issuer whose CEO, CFO, 
controller, or chief accounting officer participated in the 
audit of the issuer on behalf of the accounting firm during 
the previous year.
• Pro forma financial information. Pro forma financial infor­
mation must be accompanied by a reconciliation with fi­
nancial information that conforms to GAAP.
• Disclosure o f misconduct by attorneys. The Act directs the 
SEC to adopt rules of professional responsibility requiring 
attorneys to report a material violation of securities laws or 
breach of fiduciary duty to the issuer’s chief legal officer or 
CEO, and thereafter, if there is not an adequate response, 
to the audit committee or the board o f directors.
The Act applies only to publicly traded companies. It will have 
limited direct impact on construction firms, because most o f 
the firms in the industry are privately held. With all the current
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attention on corporate governance issues, however, some private 
firms may choose to re-examine their own policies or emulate the 
Act's provisions in that area.
Some public construction firms say they already comply with at 
least some of the new legislation’s elements. But other firms are 
looking at steps to improve governance. One idea for taking im­
provement measures is introducing “continuing education” for 
audit committee members on percentage-of-completion account­
ing for construction contracts, for example.
Construction Industry Overview
The construction industry consists of individuals and companies 
engaged in diverse types of activities that are defined as construction 
in the Standard Industrial Classification M anual. In the United 
States, the construction industry represents billions of dollars of eco­
nomic activity, consists of several hundred thousand business enti­
ties that are widely dispersed throughout the country, employs a large 
labor force, and contributes a relatively constant annual percentage 
(approximately 5 percent) to the gross national product (GNP).
Are All Contractors Alike?
No, not all contractors are alike. Not only do contractors offer 
different kinds o f services; they also have different capabilities. 
Consequently, the economic and audit risks associated with con­
tractors vary. For example, the business risks and issues facing res­
idential home builders may be very different from those risks 
encountered by contractors and subcontractors who work on 
commercial office buildings. You have to consider the contractor 
within the context of the market segment that he or she serves to 
better understand the industry and what you need to know about 
that industry (segment) as an auditor. This Alert describes condi­
tions for the following kinds of contractors.
• Residential building. These contractors are engaged in the 
construction of new single-family and multifamily residen­
tial buildings. A number of contractors are involved strictly 
in the remodeling and maintenance of residential buildings.
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• Nonresidential building. These contractors specialize in the 
construction of commercial buildings, such as offices and 
industrial, retail, and lodging facilities.
• Heavy construction. These contractors are engaged in projects 
such as highways, bridges, dams, railroads, and airports.
• Specialty trade. These contractors specialize in work such as 
painting, electrical, roofing, plumbing, and other specialty 
trades. Contractors in the specialty trades frequently work 
as subcontractors on a wide variety of projects.
The organizational structure, resources, and capabilities of con­
tractors vary with the type of activity, and each kind of contractor 
can pose different accounting and auditing problems. However, 
certain characteristics are common to all entities in the construc­
tion industry. The most basic common characteristic for con­
struction entities is that work is performed under contractual 
arrangements with a customer. Regardless o f the type o f con­
struction activity or the type o f contractor, a contractor typically 
enters into an agreement with a customer to build or make im­
provements on a tangible property to the customer’s specifica­
tions. Other characteristics common to all contractors and 
significant to auditors include the following:
•  A contractor normally obtains the contracts that generate rev­
enue or sales by bidding or negotiating for specific projects.
• A contractor bids for or negotiates the initial contract price 
based on an estimate of the cost to complete the project 
and the desired profit margin, although the initial price 
may be changed or renegotiated.
• A contractor may be exposed to significant risks in the per­
formance o f a contract, particularly when the contract is a 
fixed-price contract.
• Customers frequently require a contractor to post a perfor­
mance and a payment bond as protection against the con­
tractor’s failure to meet performance requirements.
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•  The costs and revenues o f a contractor are typically accu­
mulated and accounted for by individual contracts or con­
tract commitments extending beyond one accounting 
period, which complicates the related management, ac­
counting, and auditing processes.
Funding Sources for Construction
To better understand the dynamics o f the construction industry, 
it also helps to consider its source o f funding. Publicly funded 
construction is financed by federal, state, and local governments 
and is driven by the political and legislative processes. For exam­
ple, the passage of bond measures to fund school construction has 
resulted in increased construction activity in many areas during 
the past year. Privately funded construction is financed by private 
owners, such as real estate development companies, home 
builders, and various business entities. The need for privately 
funded construction is influenced by a wide variety of economic 
forces, including the availability o f capital, the status o f the local 
and world economy, the level o f interest rates, and demographics.
Industry and Economic Developments
General Industry Trends and Conditions
During the first eight months o f 2002, the steady volume for 
total construction compared to 2001 was the result o f a varied 
performance by major sector. Residential building maintained a 9 
percent lead over the previous year, nonbuilding construction was 
up 1 percent, and nonresidential building was down 9 percent. 
By geography, total construction performed as follows during the 
January-August period: the Northeast, up 7 percent; the South 
Atlantic, up 6 percent; the Midwest, up 1 percent; the West, un­
changed; and the South Central, down 9 percent. Overall, total 
construction was just about the same as that indicated during the 
same period in 2001.
David Wyss, chief economist for Standard & Poor’s, predicts that 
GDP will grow at an annual rate of 3-1/2 percent during the sec­
ond half of 2002 and then inch up to a 4 percent annual rate dur­
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ing the first half o f 2003. However, any mild economic recovery 
like the one Wyss predicts does not seem to have enough strength 
to pull construction up with it. In 2002, construction increasingly 
became two distinct markets. Housing and public construction 
continued their long expansion, but many of the private nonresi­
dential building markets are close to, if not in, recession. Through 
July, construction saw year-to-date declines of 44 percent for office 
buildings, 29 percent for hotels, 25 percent for commercial build­
ings, and 17 percent for the already depressed industrial market, 
according to the U.S. Department o f Commerce. During the same 
period, public markets experienced year-to-date increases of 24 
percent for hospitals and 16 percent for schools, while highway, 
water, and sewer work remained strong. In addition, low interest 
rates continued to keep the housing market growing.
The construction industry still faces the following uncertainties: 
Will the economy recover fast enough to snap the private nonres­
idential building market out of its funk? Or will growing federal 
and state budget deficits eventually pull the plug on the public 
sector? Finally, will a poor job market and falling consumer con­
fidence overcome the lure of low interest rates and end the hous­
ing market’s remarkable run?
Construction economist Bill Toal remains cautiously optimistic 
for the remainder o f 2002 and beyond. He is forecasting a 1.6 
percent drop in total construction for 2002, with an expected in­
crease of 1.4 percent in 2003. Toal indicated that, while some sec­
tors remain weak, the economy is now showing signs o f 
improvement. Some of the more apparent signs o f recovery in­
clude an increase in industrial production and record low infla­
tion and interest rates. Due to these low interest rates, consumer 
spending continues to be strong, and auto sales and housing 
starts are still robust. As a result, residential construction remains 
stronger than expected, although a small dip is expected before 
the end of the year.
While industrial construction had slipped in the beginning of 
2002, it has recently shown signs of improvement. However, the 
corporate office market is still declining, as there is the impres­
sion that things may be worse than previously thought in the cor-
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porate sector due to recent financial scandals. Commercial and 
industrial real estate were previously overbuilt, and that over­
building contributed to the high office vacancy rate, which has 
increased from 7 percent last year to over 15 percent in 2002. 
While the job loss rate has declined, layoffs and downsizing con­
tinue to contribute to the imbalance between available office 
space and corporate need for that space.
Earlier forecast numbers for residential construction have now 
been revised upward. Housing starts were predicted to drop 
below 1.5 million for the year from 1.6 million in 2001, but are 
now expected to finalize at 1.55 million starts for 2002. Indus­
trial and commercial construction have dropped off significantly 
in 2002, and economists suggest this is a red flag for this segment 
of the market, with a forecast drop of 10.8 percent by year’s end. 
However, the industrial and commercial sector is forecast to 
begin recovering with a 5 percent increase anticipated in 2003.
One of the most widely used measures o f construction activity is 
construction put in place, which is tracked monthly by the Bureau 
of Statistics at the U.S. Department of Commerce. The value o f 
construction put in place is a measure of the value of construction 
installed or erected at the site during a given period. For an indi­
vidual project, this includes:
• New buildings and structures
• Additions, alterations, major replacements, and so on, to 
existing buildings and structures
• Installed mechanical and electrical equipment
• Installed industrial equipment, such as boilers and blast furnaces
• Site preparation and outside construction, such as streets, 
sidewalks, parking lots, utility connections, and so on
• Cost o f labor and materials (including owner supplied)
• Cost o f construction equipment rental
• Profit and overhead costs
• Cost of architectural and engineering (A&E) work
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• Any miscellaneous costs o f the project that are on the 
owner’s books
The total value-in-place for a given period is the sum of the value 
o f work done on all projects underway during this period, regard­
less o f when work on each individual project was started or when 
payment was made to the contractors. For some categories esti­
mates are derived by distributing the total construction cost of 
the project by means o f historic construction progress patterns.
Exhibit 1, “New Construction Put in Place,” presents details of 
construction put in place for various market segments. (Note that 
the amounts are in billions of dollars and represent seasonally ad­
justed annual rates.) To add some perspective, in January 1992, at 
the start of the current construction boom, the total new con­
struction put in place was $452 billion, as compared with the es­
timated 2001 amount of $830 billion— a gain of more than 83 
percent during the period.
Exhibit 1 New Construction Put in Place (Billions of Dollars— Seasonally Adjusted 
Annual Rate, in Current Dollars)
August 2002 August 2001
Private construction 6 2 7 .1 644.3
Public construction 202.7 201.2
Total construction 829.8 845.5
Residential building 407.5 387.3
Nonresidential building
Office 36.3 48.6
Industrial 14.9 30.8
Retail and other commercial 51.8 58.5
Hotels and motels 9.4 14.2
Other nonresidential 46.8 44.6
Total nonresidential 159.2 196.7
Telecommunications 0.0 0.0
All other private construction 60.4 60.3
Total private construction 627.1 644.3
Highways and streets 51.3 55.8
Infrastructure 24.9 19.8
Educational buildings 63.1 54.3
Other public buildings 30.8 33.9
Other public construction 32.6 37.4
Total public construction 202.7 201.2
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Help Desk—You can access current statistics of construction 
put in place and other construction industry information at 
www.census.gov.
Private Construction
Residential Building
The residential building segment of the construction industry in­
cludes new single- and multi-family housing as well as residential 
repairs and improvements. Conditions with the most impact on 
the demand for residential construction include the following.
• Housing affordability. Housing affordability is the extent to 
which potential buyers have the means to purchase a home. 
Affordability can be measured in several ways by considering 
average home prices and income levels. For example, some an­
alysts create an “affordability index” by comparing median 
home prices to household income levels. As income levels get 
closer to housing prices, the average home becomes affordable 
to more local residents.
• Interest rates. Most homes are financed, therefore interest rates 
have a tremendous effect on the affordability of housing. As 
interest rates rise, the cost of home financing increases; as they 
fall, the cost of financing decreases. However, interest rate 
changes do not have an immediate impact on home buying 
markets—usually rates have to be in effect for several quarters 
to reverse home buying trends.
• Demographics. Shifts in demographics can have a significant 
impact on housing demand. For example, the aging of the 
U.S. population has increased demand for low-maintenance 
and multifamily housing. A large number of baby boomers are 
now entering their peak earning years, which is expected to af­
fect the affordability and demand for single-family homes.
• Market velocity. According to industry sources, more than half of 
all home improvements occur within 18 months after a new 
owner moves in, or within 12 months before the home is sold. 
Thus, during times when new and used home markets are active, 
residential remodeling and improvement activity also increases.
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As one of the main drivers of construction s recent 10-year expan­
sion, homebuilding continues to prop up the industry’s growth as 
other sectors go into decline. With the Federal Reserve Board set­
ting its benchmark for interest rates at its lowest level in 40 years, 
and with strong demographics, homebuilding has shrugged off 
stock market woes and growing unemployment to keep growing.
Housing clearly was outperforming its commercial building 
counterpart even before the commercial market began to weaken 
last year. At the peak of the expansion between 1997 and 2000, 
the value of single-family housing increased 35 percent, com­
pared to a 20 percent increase in the value of private nonresiden­
tial buildings, according to the U.S. Department o f Commerce.
Nonresidential Building
As previously stated, industrial and commercial construction 
dropped off significantly in 2002, with a forecast drop o f 10.8 
percent by the end of the year. In addition to the general state of 
the economy, the following trends in the commercial real estate 
industry are particularly relevant for contractors.
• Demographic shifts. For years now, we have watched the 
baby boomers age. The first part of this generation is now 
beginning to retire and enter the “active leisure” years. 
Meanwhile, the number of people in their primary work­
ing years (ages 25 to 44) continues to decline. Real estate 
analysts predict that these trends will have the following 
impact on the demand for real estate.
— The aging baby boomers will increase the demand for 
properties that are tailored to meet their needs. These 
properties are not limited to elder care facilities or golf 
course communities. Because they are a group interested 
in active leisure pursuits, the demand for a wide variety 
o f projects such as resorts, entertainment, and recre­
ational venues is expected to grow. Additionally, the 
aging baby boomers will begin to have an effect on the 
retail industry and the related demand for retail space.
-  Most economists are predicting that the shrinking size of 
the work force will result in most businesses facing the
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kind of labor shortages that have plagued the construc­
tion industry for the past few years. Companies will have 
to address employee satisfaction and retention issues, 
which will affect the demand for commercial real estate. 
For example, the increased practice of telecommuting 
may ultimately reduce the demand for office space.
• Electronic commerce (e-commerce) . For the past few years, as 
the popularity of online shopping has grown, some busi­
ness observers have predicted the slow demise of the tradi­
tional “brick and mortar” retail outlet. In fact, that does 
not appear to be happening. Although online retailing, 
also known as electronic retailing or e-tailing, has grown 
significantly, the evidence now suggests that shopping over 
the Internet may actually increase traffic at the mall. Most 
analysts assumed that online shopping was done at the ex­
pense of traditional retailing, but it appears that the retail 
market “pie” is actually getting larger.
One area in which e-commerce has affected demand is in the in­
dustrial sector o f the real estate market. Previously, many online 
retailers were set up to be “virtual companies” that essentially 
processed sales orders. Now, many of these companies are holding 
inventory and taking control o f the distribution process. Large 
online retailers such as Amazon.com need large amounts of ware­
house space to store their ever-increasing inventories, and this 
need is beginning to be felt in the industrial construction market.
Although nonresidential construction is expected to rebound, 
with economists predicting a 5 percent increase in 2003, some 
market segments will fare better than others. The following dis­
cussion describes the trends in each o f these nonresidential con­
struction segments.
Office Market
The office market has fallen farther and faster than anyone 
thought possible a year ago. The vacancy rate, which reached a 
cyclical low point o f 8.5 percent in the third quarter o f 2000, cur­
rently stands at 15 percent, well above the 10 percent rule o f 
thumb for a balanced market. By 2003, with the construction
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pipeline largely depleted and the potential for a rebound in de­
mand, the market should be poised to tighten again, moving from 
the saturation phase to the recovery phase o f the real estate cycle. 
Speculative construction (construction of unleased space), which 
is rapidly disappearing, may be warranted again as early as 2005.
Industrial Market
The industrial market is struggling under the weight o f the re­
cession, but there are pockets o f activity amidst the gathering 
quiet. Hardest hit are the big box warehouse-distribution build­
ings o f 100,000 square feet and up. These were the provinces of 
national, publicly traded retailers, which have been quick to cut 
back operations.
Despite weakness in certain areas and product types, the indus­
trial market has not followed the pattern of decline in the office 
market sector because the construction cycle is not as steep. An 
industrial development project can be completed in six to nine 
months, while an office project requires more than twice that 
long. At year end 2001, the industrial market had less space 
under construction than the office market, although the total in­
dustrial inventory in the United States is three times as large as 
the office inventory.
One corner o f the market that remains in high demand is for the 
general industrial buildings that are less than 100,000 square feet. 
As a primary user o f this type o f facility, smaller, privately held 
companies have been slow to downsize in the current cycle, and 
low interest rates are a boon to owner-users who want to purchase 
their buildings.
Retail and Other Commercial Markets
The year 2002 has been a challenging one for the nations retail­
ers. While there were a few strong performers (such as Wal-Mart), 
most of the nations merchants experienced weakened sales results 
and reduced profit margins as they struggled in a weakened econ­
omy. With weakened or declining sales, many department store 
chains have reduced expansion plans and closed or sold under- 
performing units.
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Moving forward into 2003, rising unemployment coupled with a 
stagnant global economy and fear o f continued episodes o f ter­
rorism may restrict sales gains. Still, the aggressive steps taken by 
the Federal Reserve should help stabilize prices and lift demand 
over the year.
Hospitality Market
Occupancies in the hospitality sector will suffer from a continued 
slowdown in corporate travel in 2002. The demand for lodging is 
being rocked by a variety of economic and security concerns, in­
cluding the failure o f the economy to strengthen to the extent 
most economists had forecast, the negative wealth effect from the 
sharp decline in stock values in July, the erosion in consumer con­
fidence, increasing frustration with the inconvenience o f air 
travel, and heightened fears of U.S. action against Iraq.
The economy and the specific effects of the recent events will re­
strain lodging demand growth and encourage continued discount­
ing through the end of 2002, according to PricewaterhouseCoopers. 
They are forecasting revenue per available room (RevPAR) to de­
cline 2.3 percent in 2002. Without a catalyst for strong rebound in 
business travel in the short term, RevPAR will increase by only 3.5 
percent in 2003. A more robust outlook is delayed to 2004, when 
RevPAR is expected to improve by 5.6 percent.
Help Desk—The demand for construction can vary signifi­
cantly among different geographic regions. One of the most 
comprehensive analyses of commercial real estate demands and 
construction activity is published by the Society of Industrial 
and Office Realtors (SIOR). Annually, SIOR publishes Com­
parative Statistics o f Industrial and Office Real Estate Markets, 
which provides detailed real estate and construction statistics 
on all of the country’s larger cities. You can purchase and 
download this publication directly from the publications sec­
tion of the SIOR Web site at www.sior.com.
Public Construction
Compared to 2001, public construction put in place in 2002 in­
creased by less than 1 percent, from $201.2 billion to $202.7 bil­
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lion. School construction will remain strong through the final two 
quarters o f the year, as will public works. In particular, public 
works has and will continue to benefit from the U.S. Transporta­
tion Equity Act for the 21st Century (TEA21), which provides 
federal funding for transportation construction. This high-level 
funding, which has been in place since the Act was passed in 
1998, will continue to trickle down through public works con­
struction and help maintain that market segment’s strength.
Surety Industry Trends
The surety industry is critical to the well-being of the construc­
tion industry. Nearly half of all work performed by contractors is 
bonded, and so any change in the surety market will have a sig­
nificant effect on the construction industry.
Early in 2002, news stories questioning the strength and viability 
o f the surety industry began to surface. Even before the economic 
crisis and other calamitous events of the past 12 months, industry 
analysts were reporting on the tightened surety bond market and 
predicting possible effects on the construction industry.
In general, the causes of the changes in the surety industry include:
• Reinsurers tightening the terms and conditions of their 
agreements with sureties and raising rates because of gener­
alized losses in the primary insurance and surety industries.
• Consolidation of the reinsurance and primary surety mar­
ket, as reputable surety companies are acquired, close shop, 
or discontinue writing surety.
• Mounting claims and losses.
• Losses cutting into healthy profits.
• Contractors in default.
• Relaxed underwriting standards by sureties.
Certainly, the surety industry is in a state o f flux that has not been 
experienced in many years. Many surety companies have been 
heavily involved in commercial surety (including guaranteeing
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certain financial commitments). Many of the larger surety com­
panies are currently involved in litigation with certain financial 
institutions. Should these companies lose the litigation, it is pos­
sible that more surety companies may disappear.
In addition, a large judgment was handed down against two of 
the nations larger surety companies. Although most o f the loss is 
reinsured, this loss will strap those reinsurers and may make other 
reinsurers reluctant to enter the primary surety market.
The changes in the surety industry will affect each contractor dif­
ferently. Some may not even notice much o f a change. Those 
most affected will be the large contractors (premiums of 
$500,000 and greater) and small contractors (premiums of 
$25,000 or less). Because o f fewer sureties available, large con­
tractors may need co-sureties to handle needs on very large pro­
jects. Small contractors, on the other hand, may see considerably 
higher rates, requests for more detailed information, and a longer 
timeline to obtain surety credit. The least affected group will be 
the mid-sized contractors (premiums between $25,000 and 
$500,000), although sureties may require more information and 
expect it in a timely manner.
Construction Cost Trends
The construction industry’s new split personality is reflected in 
the cost trends reported in the Engineering News Record's “Third 
Quarterly Cost Report.” O f the 29 construction material and 
equipment price indexes tracked by the Bureau o f Labor Statistics 
(BLS), 11 show increases o f between 1 percent and 5 percent over 
a year ago. Ten indexes show declines between 1 percent and 5 
percent, while 6 show relatively stable price levels. Outside this 
group, prices are up 14 percent for gypsum wallboard and down 
7 percent for aluminum sheet.
Materials
The construction industry has typically been resistant to price 
hikes caused by temporary anomalies in supply and demand. 
Also, in the past, the inflation o f construction material costs was 
widespread and developed rather slowly, giving contractors plenty
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of time to adjust. However, recent evidence suggests that these 
two characteristics of the cost structures of contractors are begin­
ning to change.
Prices are falling for materials trapped on the depressed side of 
the industry. For example, prices for fabricated structural steel 
used for buildings have fallen 2.4 percent below last year's level, 
according to the BLS producer price index for July. Materials 
with a high end-use in public works or housing are showing some 
price strength. However, o f these, only gypsum wallboard and 
paving asphalt report price gains in the double digits. Paving as­
phalt prices are being driven by rising prices for crude oil, while 
wallboard prices are rebounding from last year’s depressed levels.
Variations in the price and availability of materials are not uni­
form across all kinds of building projects. Cost trends for build­
ing materials include the following:
• Housing materials. As described earlier in this Alert, the res­
idential housing market has been robust. The resulting in­
crease in demand for housing materials has led to an 
increase in the cost of key housing materials, such as lum­
ber, insulation, bricks, and gypsum wallboard.
•  Concrete. Throughout 2002, concrete prices have been on 
the increase. The string of price hikes has raised prices 9 
percent above last year’s level.
• Petroleum-based materials. Petroleum-based materials include 
paving asphalt, polyvinyl chloride (PVC) pipe, and some 
roofing materials. War jitters are adding an average $4 pre­
mium on the price of a barrel of oil, according to the forecast­
ing firm DRI-WEFA of Lexington, Massachusetts. Since the 
beginning of the year, the price of the benchmark West Texas 
Intermediate crude oil has steadily increased, and by August 
2002 it was 47 percent above the December 2001 level.
• Steel and aluminum. By the third quarter o f 2002, the full 
effect on prices o f new U.S. tariffs on imported steel be­
came clear. On March 5 President Bush placed a 30 per­
cent tariff on most flat products, such as plate and sheet.
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Most of the so-called long products, which include con­
struction materials such as structural steel and reinforcing 
bar, were excluded from the tariffs. Prices for flat products 
increased 41 percent from the time the tariffs were put in 
place August 2002, according to the composite flat prod­
ucts price compiled by the forecasting firm DRI-WEFA. 
During the same period, the firm’s composite price for 
long products rose just 2.5 percent.
Labor
Labor costs continued to be the main inflation driver during 
the third quarter. However, both union and nonunion sectors 
seem to have taken into account weaker market conditions and 
growing unemployment in 2002 wage negotiations. In August 
2002, the unemployment rate for both blue and white collar 
construction workers rose to 9.5 percent according to the BLS. 
Up from a low o f 6.4 percent in 2000, it is now at its highest 
level since 1994.
Open-shop contractors say that because of weaker market condi­
tions, they only expect to increase wages for their workers by 4.2 
percent, according to a survey conducted by Personnel Adminis­
tration Services (PAS), Saline, Michigan. This would be down 
from a 4.8 percent wage increase that the same group of contrac­
tors awarded in 2001 and a 5.3 percent wage increase reported by 
PAS in 2000.
The union sector also reeled in wage hikes this year, according to 
a survey o f 165 settlements by the Construction Labor Research 
Council (CLRC) o f Washington, D.C. Wage and benefit settle­
ments reported to CLRC so far in 2002 have resulted in an aver­
age first-year increase of $1.40, or a 4.2 percent annual wage 
hike. In 2001, union wages showed a 4.6 percent annual increase 
for the same period.
Labor costs also are getting a kick from higher workers’ compen­
sation rates. This year, the average premium per $100 of payroll 
increased 9 percent for structural ironworkers, 7 percent for brick­
layers, and 2 percent for carpenters, according to an annual survey 
by the New York City-based insurance broker Marsh USA Inc.
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These rate increases just may be the first tremor in a major up­
heaval in workers’ compensation rates expected to hit the market 
by next year. Industry sources expect to see double-digit rate in­
creases in 2003.
Help Desk—The Engineering News Record publishes detailed 
quarterly cost studies. These cost studies track average prices 
for a wide variety of materials and labor classifications in major 
cities across the country. You can access summaries of the stud­
ies at the magazines Web site at www.enr.com.
Construction cost trends, like those mentioned in this section of 
the Alert, must be considered in the estimates developed by con­
struction contractors. See “Estimating Costs to Complete” in the 
following section of this Alert for a discussion of audit considera­
tions related to these cost estimates.
Current Audit Issues and Developments
Assessing Audit Risks in the Current Environment
The proper planning and execution of an audit has always re­
quired you to have a thorough understanding of the construction 
industry and the nature of your client’s business. For most audit 
firms, this in-depth understanding means that the most experi­
enced partners and managers must become involved early and 
often in the audit process. In today’s construction environment, 
your judgment, knowledge, and experience are even more impor­
tant than they were in the past.
During the past several months, the U.S. economy has suffered 
significant declines and uncertainties: consumer confidence has 
dropped, plant closings and layoffs have increased dramatically, 
profit margins for many companies have slipped, and many 
companies have failed. Periods o f economic uncertainty like 
this lead to challenging conditions for companies due to poten­
tial deterioration o f operating results, increased external 
scrutiny, and reduced access to capital. During such times, pro­
fessional skepticism should be heightened and the status quo 
should be challenged.
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Audit Planning
As you prepare to conduct quarterly reviews and annual audits o f 
construction contractors, realize that your clients may be working 
in a new business environment as a result of the stagnant econ­
omy. If this is the case, you must gain an understanding o f this 
new environment to plan and perform the audit adequately. Al­
though not all construction contractors are directly affected by 
the economic downturn, most in the industry will experience 
some indirect effects. Many clients will experience effects related 
to shifts in demand, collectibility o f accounts receivable, or valu­
ation of their investments.
Evaluating Audit Risks
Your evaluation o f audit risk should start with a good under­
standing o f your client's business. To develop this understanding, 
you should be knowledgeable about the entity’s strategies for 
dealing with business conditions— both current conditions and 
those most likely to exist in the near future.
As we mentioned in the first part o f this Alert, business condi­
tions in the construction industry vary greatly across contractor 
types and from region to region. The risks associated with build­
ing office buildings are different from those faced by a home­
builder; a contractor in the Northeast faces different issues than a 
similar contractor located on the Pacific Coast. For this reason, 
you must be knowledgeable about contractor types and the loca­
tion in which the entity operates.
Professional Skepticism
The third general audit standard stipulates that due professional 
care be exercised in planning and conducting an audit engage­
ment. Due professional care requires that you exercise profes­
sional skepticism in gathering and evaluating audit evidence. 
Although you assume neither management dishonesty nor un­
questioned honesty, you should consider the increased risk associ­
ated with the potential increases in external pressure on 
management during the current economic climate. For a more
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detailed discussion of these risks, see “Consideration o f Fraud” 
later in this section of the Alert.
Earnings M anagem ent Challenges. As a result of perceived exter­
nal pressures, companies may be tempted to manage earnings by 
using nonrecurring transactions or through changing the method 
of calculating key estimates, such as reserves, fair values, or im­
pairments. Companies may also adopt inappropriate accounting 
practices resulting in improper recognition or omission of finan­
cial transactions. For material nonrecurring transactions that may 
require special disclosure to facilitate the readers’ understanding 
of the reported financial results, apply the guidance in Account­
ing Principles Board (APB) Opinion No. 20, Accounting Changes, 
in reporting the effects o f changes in estimates. Inappropriate 
transactions or accounting practices that may result in errors re­
quiring adjustments of financial statements include, for example, 
premature recognition o f revenue, failure to appropriately accrue 
for contingent liabilities that are probable and estimable, and fail­
ure to record unpaid purchase invoices. Additionally, you should 
be particularly skeptical o f fourth-quarter events that result in sig­
nificant revenue recognition, loss accrual, or noncash earnings.
The appropriate level o f professional skepticism is needed when 
corroborating management’s representations. Management’s ex­
planations should make business sense. Additionally, you may 
need to consider corroborating management’s explanations with 
members o f the board o f directors or the audit committee.
Indicators o f  Reporting Risk. Other indicators o f potential in­
creased accounting and reporting risk calling for increased profes­
sional skepticism include:
1. Liquidity matters
• The company is undercapitalized, relying heavily on 
bank loans and other credit, and in danger o f violating 
loan covenants.
• The company is having difficulty obtaining or main­
taining financing.
• The company is having difficulty obtaining surety credit.
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•  The company is showing liquidity problems.
2. Quality o f earnings
• The company is changing significant accounting poli­
cies and assumptions to less conservative ones.
• The company is generating profits, but not cash flow.
3. Management characteristics
• Management’s compensation is largely tied to earnings.
• The company appears vulnerable to the weakening eco­
nomic conditions and management is not proactive in 
addressing changing conditions.
• There is a significant change in members of senior man­
agement or the board of directors.
Auditing Construction Contracts
Auditors o f construction contractors should recognize that the 
traditional balance sheet approach to auditing usually is not ade­
quate when performing an audit o f a contractor. The financial 
statements o f a contractor are built from the financial results of 
individual contracts. Therefore the more effective audit approach 
requires you to focus on the terms, financial estimates, and results 
o f individual contracts, rather than the contract-related balance 
sheet that accounts for the company as a whole.
The authoritative guidance on auditing contractors is contained 
in the annual AICPA Audit and Accounting Guide Audits o f Con­
struction Contractors. Included in this Audit and Accounting 
Guide is Statement of Position (SOP) 81-1, Accounting for Perfor­
mance o f Construction-Type and Certain Production-Type Con­
tracts, which is the primary authoritative accounting guidance for 
construction contractors.
Auditing construction contractors is complex. Such businesses 
rely on accurate and reliable estimates to operate their business as 
well as to prepare financial statements. Therefore, it is critical that 
you gain an understanding o f the contractor’s significant esti­
mates and assumptions that are used in operating the business.
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Remember that the audit of a construction contractor’s financial 
statements is an audit of the contractor’s ability to estimate.
There are several things to consider when auditing estimates: un­
derstand the internal control structure surrounding the estimate, 
consider the contractor’s history of accurate estimates, compare 
actual to budgeted figures, and review subsequent events.
The Professional Issues Task Force of the AICPA has identified 
certain procedures to consider when performing an audit o f a 
construction contractor. They are:
• Read significant contracts. This procedure may seem obvious, 
but it is necessary to identify the terms of the contract, any 
guarantees, penalties or incentives, as well as cancellation 
and postponement provisions. For example, reading the 
contract might help you identify the party responsible for 
additional expenses incurred as a result of weather delays.
• Identify unique contracts. Increase the amount of testing 
and professional skepticism related to these contracts be­
cause they increase the risk o f improper estimates and, 
thus, improperly stated financial statements. If a company 
cannot reasonably estimate the cost or progress o f a con­
tract it should account for the contract under the com­
pleted-contract method.
• Understand the company’s cash flow and how the company 
will manage expenses. In this industry, expenses are often 
payable prior to receiving the related cash from the con­
tract revenue. Therefore, understanding how to realistically 
anticipate and manage cash flow and expenses can become 
critical for survival. Unfortunately, some companies win 
long-term contracts but cannot fund the projects long 
enough to realize the revenue.
• Recognize that the length o f the contract period can directly af­
fect the quality o f related estimates on contracts. The longer 
the contract period, the greater the risk that an estimate 
will be incorrect. Also, the closer a contract is to comple­
tion, the less risk there is of an incorrect estimate. Finally,
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the more variables inherent in an estimate, the greater the 
risk that an estimate will be incorrect.
• Confirm the terms and conditions o f the contract as well as the 
normal billing procedures. When confirming a receivable, 
strongly consider confirming the original contract price; 
total approved change orders; total billings and payments; 
retainage held and whether it accrues interest; detail o f any 
claims, back charges, or disputes; and estimated comple­
tion date or the estimate o f percentage to complete.
• Review the unapproved change orders o f significant contracts. 
Change orders often arise during the life of a contract, and 
it is necessary to adjust estimated revenue and cost for 
change orders that have been approved, both as to scope 
and price. However, when a change order has been ap­
proved as to scope but not as to price, carefully evaluate the 
specific facts and circumstances prior to including the 
order in estimated contract revenues. To the extent that 
change orders are disputed or are unapproved as to both 
scope and price, evaluate them as claims. Generally, recog­
nize revenue on an unapproved change order or claim only 
if there is verifiable evidence to support it.
• Visit construction contract sites. Visiting contract sites can be 
a very useful audit procedure. Such a visit can provide an 
opportunity to view the progress o f a contract and confirm 
that the job is progressing in accordance with the plans, 
specifications, and terms of the contract. Appropriate site 
visits might include significant contract sites in which the 
work is in the very early stages of the contract. Such a visit 
may help you identify the complexities o f performing the 
contract. The site visit may also provide you with the op­
portunity to interview operational personnel and to gain a 
better understanding of the responsibility the company has 
for performing the contract. At the site visit, it also might 
be helpful to speak with available subcontractors to get ad­
ditional information about the progress o f the contract. 
Furthermore, you should consider observing equipment 
and uninstalled inventory at the site.
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•  Meet with project managers. Project managers play an im­
portant role in controlling and reporting job site costs. 
They are also close to the facts and are likely to get 
prompt and accurate information related to particular 
contracts. Meeting with the project managers will also 
assist you in developing your plans for performing analyt­
ical procedures.
• Identify and understand the significant assumptions and un­
certainties. This procedure is fundamental to performing 
an effective audit o f an entity using contract accounting.
• Test contract costs to make sure that costs are matched with ap­
propriate contracts. In some instances companies may shift 
costs from unprofitable contracts to profitable ones in 
order to defer losses.
• Audit estimated costs to complete. The focus should be on 
the key factors and assumptions, such as those that (1) are 
significant to the estimate, (2) are sensitive to variation, (3) 
deviate from historical patterns, and (4) are subjective and 
susceptible to bias or misstatement. It is also useful to re­
view revised or updated estimates of costs to complete and 
compare estimates with actual costs incurred after the bal­
ance sheet date.
• See that losses are recorded as incurred, regardless o f whether 
the entity is using the percentage-of-completion or the 
completed-contract method o f recognizing revenue.
• Analytically review contracts completed and in  progress. A de­
tailed analytical review o f completed contracts and con­
tracts in progress will provide meaningful information as 
you focus your efforts on potential problem areas.
• See that there are appropriate disclosures relating to SOP 94-6, 
Disclosure o f Risks and Uncertainties. Entities using contract 
accounting should have more than generic disclosure 
about the use o f significant estimates in the preparation of 
financial statements.
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• Review the aging o f receivables on contracts. This procedure 
will provide evidence that the company is collecting funds 
on a timely basis.
Although all o f the above procedures are important, you should 
use your professional judgment in designing procedures specific 
to your particular clients and their contracts.
Long-Lived Assets, Including Goodwill and Intangibles
Industry downturns and cash flow erosion may indicate an im­
pairment o f fixed assets, goodwill, or other intangibles. Financial 
Accounting Standards Board (FASB) Statement of Financial Ac­
counting Standards No. 144, Accounting for the Impairment or 
Disposal o f Long-Lived Assets, provides guidance in this area. In 
that regard, significant idle equipment or assets no longer used in 
operations may need to be written off.
FASB Statement No. 142, Goodwill and Other Intangible Assets, 
was issued in June 2001. This Statement requires that goodwill be 
tested for impairment at least annually using a two-step process 
that begins with an estimation o f the fair value of a reporting 
unit. The first step is a screen for potential impairment, and the 
second step measures the amount of impairment, if any.
In addition, FASB Statement No. 142 provides specific guidance 
on testing intangible assets that are not being amortized for im­
pairment and thus removes those intangible assets from the scope 
o f other impairment guidance. Intangible assets that are not 
amortized are tested for impairment at least annually by compar­
ing the fair values o f those assets with their recorded amounts.
Debt
You should carefully review loan agreements and test for compli­
ance with loan covenants. In this regard, consider any “cross de­
fault” provisions, that is, a violation of one loan covenant that 
affects other loan covenants. Keep in mind that any debt with 
covenant violations that are not waived by the lender for a period 
o f more than one year from the balance sheet date may need to be 
classified in the balance sheet as a current liability.
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As always, review the debt payment schedules and consider whether 
the company has the ability to pay current debt installments or to 
refinance the debt if necessary. When making an evaluation, it is 
important to remember that it is quite possible the company will 
not generate as much cash flow as it did in previous years.
Going Concern
Continuation of an entity as a going concern is assumed in finan­
cial reporting in the absence of significant information to the con­
trary. During the current economic situation, you should have a 
heightened sense of awareness o f the company’s ability to con­
tinue as a going concern. SAS No. 59, The Auditor’s Consideration 
o f an Entity’s Ability to Continue as a Going Concern (AICPA, Pro­
fessional Standards, vol. 1, AU sec. 341), as amended, addresses 
your responsibilities to evaluate whether there is substantial doubt 
about the entity’s ability to continue as a going concern. Negative 
trends, loan covenant violations, and legal proceedings might be 
indicators that there could be substantial doubt about the ability 
o f the entity to continue as a going concern.
Many contractors are seeing very large increases in their insurance 
rates. Some contractors cannot obtain commercial general liabil­
ity insurance or find that it is available only from one or a few 
carriers. Such situations will affect the contractor who has a long­
term contract bid initiated when the insurance rates were lower. 
You should question the going concern assumption for a contrac­
tor who cannot obtain insurance.
When evaluating management’s plans to continue as a going con­
cern, an appropriate level o f professional skepticism is important. 
For example, the company’s assumptions to continue as a going 
concern should be scrutinized to assess whether they are based on 
overly optimistic or “once-in-a-lifetime” occurrences.
Job Performance
It is difficult for contractors to be profitable when projects are 
not completed on time. A number o f contracts may even re­
quire the contractor to pay penalties if  the job is not com ­
pleted by a specified date. Jobs that are significantly behind
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their established timetable may require additional audit atten­
tion and procedures to determine that the original estimates 
o f gross profit have not deteriorated (called profit fade) and 
that the job has not incurred a loss (which should be recog­
nized immediately).
The tight labor market and the difficulty in scheduling subcon­
tractors may result in your clients failing to complete jobs ac­
cording to their preestablished timetables. For example, in these 
times of layoffs and increased turnover, if a key operational em­
ployee leaves the company before the job is completed, it may re­
quire some time to find a competent replacement. A number of 
contractors may be forced to use less experienced personnel in 
certain positions, including management, and that lack of expe­
rience can result in the job taking longer to complete than origi­
nally anticipated.
In reviewing your client's contracts, be alert to problems caused 
by employee turnover or lack of adequate staffing. If your client 
has lost a key employee or seems to lack enough personnel to 
complete the projects it has committed to, consider making in­
quiries of management to determine how the client has factored 
these circumstances into the estimation process.
A disruption in the supply o f key materials can also affect the 
ability o f the contractor to complete the project on time. Dur­
ing the past year, most construction materials were in ade­
quate supply. However, the events o f recent years have shown 
that an unexpected or continuing surge in demand for materi­
als can quickly outpace supply and create shortages and delays. 
Additionally, the lead time required for specifically fabricated 
items may affect the contractor’s ability to deliver the project 
on time.
You might consider performing procedures to identify price hikes 
in your client’s vital materials. Determine whether those price 
hikes are the result o f inadequate supply. If so, assess your client’s 
vulnerability to delays caused by the inability to obtain these ma­
terials on a regular and timely basis. Make inquiries to discover 
what steps the client has taken to mitigate these risks.
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Estimating Costs to Complete
A contractor’s ability to estimate job costs is critical both from an 
operational and a financial reporting standpoint. Contractors 
that cannot accurately estimate job costs will be unable to man­
age their working capital and maintain consistent levels o f prof­
itability over an extended period o f time. For most contractors, 
the estimate o f costs to complete a project is the fuel to drive rev­
enue recognition. For that reason, inaccurate or unsupported es­
timates o f costs to complete jobs in progress can result in 
materially misstated financial statements.
When auditing construction estimates, you should be familiar 
with SAS No. 57, Auditing Accounting Estimates (AICPA, Profes­
sional Standards, vol. 1, AU sec. 342), the AICPA Practice Aid 
Auditing Estimates and Other Soft Information, and SOP 94-6, 
Disclosure o f Certain Significant Risks and Uncertainties.
Management is responsible for making estimates included in the fi­
nancial statements, and those estimates may be based in whole, or 
in part, on subjective factors such as judgment based on experience 
about past as well as current events and about expected conditions. 
In the current economic environment there is more pressure on 
management to accelerate profits (by underestimating the costs to 
complete, for example), and estimates may be difficult for auditors 
to audit. Pay close attention to the underlying assumptions used by 
management when auditing accounting estimates. Remain alert to 
the possibility of management’s overreliance on estimates based on 
past favorable conditions to predict future outcomes.
H elp  D esk — M arshall and Swift is a consulting firm  that pro­
vides com prehensive cost data  for the construction  industry. 
Included on its W eb site is a cost estim ator that allows the user 
to estim ate the cost o f  a project based on current costs in the 
user’s geographic area. You m ay find these estim ates helpful in 
perform ing analytical procedures on client estim ates. You can 
access the cost estim ator at w w w .construction.com .
Accounting Systems and Controls
Companies that expand quickly frequently outgrow the capabili­
ties of their accounting systems and controls. Contractors with a
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large backlog and demand for their work tend to focus primarily 
on completing existing projects and bidding on new ones. Little 
thought may be given to whether the accounting system and re­
lated controls are capable o f handling the new volume o f busi­
ness. In the current environment, this problem is exacerbated by 
either or both the lack of sufficient staffing and the high turnover 
of employees. It is important to consider the effects of the partic­
ular accounting systems and controls in the operation o f your 
client’s business.
When clients rely on technology to manage and analyze informa­
tion, audit strategies change. For example:
• Audit evidence that previously existed in paper form may 
be available electronically only. Accessing electronic audit 
evidence may require you to become proficient in the use 
of data extraction or other audit software tools.
• The design and operation o f internal control in a com­
puter environment is much different than in a predomi­
nately manual environment.
As more construction contractors expand their use o f informa­
tion technology, be aware of the unique audit issues in a highly 
computerized environment. In addition, if your client is contem­
plating or in the process o f making a transition from a highly 
manual environment to a more computerized operating environ­
ment, you should identify the risks o f material misstatement that 
can arise during the process.
For further information and guidance on auditing in this paper­
less environment, see SAS No. 94, The Effect o f Information Tech­
nology on the Auditor’s Consideration o f Internal Control in a 
Financial Statement Audit (AICPA, Professional Standards, vol. 1, 
AU sec. 319).
Consideration of Fraud
Recently, the Auditing Standards Board (ASB) issued SAS No. 
99, Consideration o f Fraud in a Financial Statement Audit 
(AICPA, Professional Standards, vol. 1, AU sec. 316), which su­
persedes SAS No. 82, Consideration o f Fraud in a Financial State-
40
merit Audit and amends SAS No. 1, Codification o f Auditing Stan­
dards and Procedures (AICPA, Professional Standards, vol. 1, AU 
sec. 230, “Due Professional Care in the Performance o f Work”), 
and SAS No. 85, Management Representations (AICPA, Profes­
sional Standards, vol. 1, AU sec. 333).
SAS No. 99 addresses the following issues:
• Description and characteristics of fraud
• The importance of exercising professional skepticism
• Discussion among engagement personnel regarding the 
risks o f material misstatement due to fraud
• Obtaining the information needed to identify risks of ma­
terial misstatement due to fraud
• Identifying risks that may result in a material misstatement 
due to fraud
• Assessing the identified risks after taking into account an 
evaluation of the entity’s programs and controls
• Responding to the results of the assessment
• Evaluating audit evidence
• Communicating about fraud to management, the audit 
committee, and others
• Documenting the auditor’s consideration of fraud
For more information on SAS No. 99, see the discussion in the 
“Recent Auditing and Attestation Pronouncements and Other 
Guidance” section later in this Alert.
Some examples o f fraud risk factors that may exist in the con­
struction industry include the following:
•  Fraudulent financial reporting, including the following:
— A willingness to shift costs between completed and un­
completed contracts or to use other techniques to ma­
nipulate percentage-of-completion estimates
— Excessive under- or over-billings on individual jobs
41
— A high number of contract performance problems
— A significant portion o f employees’ or owners’ compen­
sation represented by bonuses, the value o f which is 
contingent on the contractor achieving unduly aggres­
sive financial targets
• Misappropriation of assets, including the following:
— Tools, equipment, and supplies that are susceptible to 
misappropriation
— Lack of management review and control over disburse­
ments such as payroll or material purchases that can be 
used to misappropriate cash
The general state o f the economy may raise several fraud risk fac­
tors. For example, the biggest fraud risk factor to consider is 
whether management may be under significant pressure to inten­
tionally underestimate the costs to complete contracts in order to 
accelerate income. At the same time, other fraud risk factors for 
management might include pressure to obtain additional capital, 
to obtain additional bonding capacity, or to maintain debt 
covenants at their stated levels.
Affiliated Entities
In the construction industry, contractors frequently participate in 
joint ventures or have a direct or indirect affiliation with other 
entities. The prevalence o f such arrangements in the industry can 
be attributed to factors such as legal liability, taxation, competi­
tion, ownership and operating arrangements, labor and labor 
union considerations, and regulatory requirements. As a result of 
these types of relationships among entities, construction firms are 
frequently involved in related-party transactions as that term is 
defined in FASB Statement No. 57, Related Party Disclosures. Re­
view your contractor client’s participations in joint ventures to 
evaluate whether investments in joint ventures are reported prop­
erly. You should also review joint venture agreements and docu­
ment your client’s participation.
The audit considerations for a contractor’s participation in a part­
nership are similar to those for participation in a corporate joint
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venture. Partner participation may differ primarily in relation to 
the contractor’s unlimited liability as a general partner for part­
nership obligations.
For any type of venture, remember to consider the nature of the 
venture, the scope of its operations, and the extent o f involve­
ment of each participant.
The FASB has issued an exposure draft o f an interpretation that 
will affect the consolidation o f certain entities. See the discussion 
of the proposed FASB Interpretation Consolidation o f Certain Spe­
cial-Purpose Entities in the “On the Horizon” section of this Alert.
Using Hedging Transactions to Manage Risk
Many construction contractors enter into hedging transactions 
to manage various risks. The most common risks that lend 
themselves to hedging strategies include those related to inter­
est rate or foreign currency exposures. Construction contrac­
tors may also enter into weather derivative contracts (that is, 
contracts indexed to climatic or geological variables). Emerg­
ing Issues Task Force (EITF) Issue No. 99-2, Accounting for 
Weather Derivatives, prescribes the accounting treatment for 
weather derivatives.
FASB Statement No. 133, Accounting for Derivative Instruments 
and Hedging Activities, provides the primary guidance on ac­
counting for hedging transactions. In addition, SAS No. 92, Au­
diting Derivative Instruments, Hedging Activities, and Investments 
in Securities (AICPA, Professional Standards, vol. 1, AU sec. 332), 
provides guidance on auditing hedging transactions. The 
AICPA’s Audit Guide Auditing Derivative Instruments, Hedging 
Activities, and Investments in Securities provides practical guidance 
for implementing SAS No. 92 on all types of audit engagements. 
The Guide includes an overview of derivatives and securities and 
how various entities use them, a summary o f accounting guid­
ance, and a discussion o f the three elements o f the auditing 
framework (inherent risk, control risk, and substantive proce­
dures). Additionally, the Guide includes practical illustrations 
and case studies.
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If your client holds derivative instruments or engages in hedging 
transactions, you should become thoroughly familiar with the 
relevant authoritative accounting and auditing literature.
Audit and Accounting Issues of Continuing Importance
Revenue Recognition
In December 1999, the SEC released Staff Accounting Bulletin 
(SAB) No. 101, Revenue Recognition in Financial Statements.1 
SAB No. 101 most directly affects financial statement preparers 
and auditors o f public construction companies. However, audi­
tors o f nonpublic companies may also find the information con­
tained in SAB No. 101 useful. The release o f SAB No. 101 sends 
an important message to financial statement preparers and their 
auditors that revenue recognition matters will continue to draw 
the scrutiny of regulators.
H elp  D esk — In O ctober 2 0 0 0  the S E C  sta ff provided answers 
to frequen tly  asked  q uestion s ab o u t the im p lem en tatio n  o f  
SA B  N o . 101 . You can fin d  SA B  N o . 101 an d  related  fre­
quently asked questions on  the S E C  W eb site at www.sec.gov.
As noted previously in this Alert, SOP 81-1, Accounting for Perfor­
mance o f Construction-Type and Certain Production-Type Contracts, 
provides guidance on revenue recognition for construction con­
tractors. SOP 81-1 requires a contractor to use the percentage-of- 
completion method for recognizing revenue whenever it can 
produce reasonably dependable estimates. There is a rebuttable 
presumption that management can make reasonable estimates.
The completed-contract method should be used only in instances 
in which reasonable, dependable estimates o f construction costs 
cannot be made. The completed-contract method may also be 
used if there are no material differences between that method and 
the percentage-of-completion method. Situations in which there 
are no material differences may occur when a contractor performs
1. Staff Accounting Bulletins (SABs) are not rules or interpretations of the Securities 
and Exchange Commission. Rather, they represent interpretations and practices fol­
lowed by the Office of the Chief Accountant and the Division of Corporate Finance 
in administering the disclosure requirements of the federal securities laws.
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primarily short-term contracts, for example, a small plumbing 
contractor whose projects are completed in such a short time 
span that the work is somewhat analogous to the manufacture of 
shelf production items for sale.
The revenue recognition method should be disclosed in the fi­
nancial statements. If the percentage-of-completion method is 
used, the financial statements should disclose the method o f 
computing percentage-of-completion (for example, cost-to-cost). 
If the completed-contract method is used, the reason for selecting 
the method should be indicated.
The issuance of SAB No. 101 did not affect the guidance for rev­
enue recognition contained in SOP 81-1.
Asset Impairment
Even though specific markets o f the construction industry remain 
healthy, others are in recession. For that reason, you should con­
tinue to be alert for the possible impairment of long-lived assets.
FASB Statement No. 144 provides the primary guidance on ac­
counting for the impairment of long-lived assets. In general, the 
accounting for the impairment o f these assets depends on 
whether the property is to be held and used or held for disposal. 
Projects under development are accounted for in the same man­
ner as those held for investment. FASB Statement No. 144 does 
not provide exceptions for assets subject to nonrecourse debt.
Assets Held and Used
Assets held for use should be reported at cost, less accumulated 
depreciation, and should be evaluated for impairment if facts and 
circumstances indicate that impairment may have occurred. Con­
ditions or events such as the following may indicate a need for as­
sessing the recoverability o f assets:
•  A dramatic change in the manner in which an asset is used
• A reduction in the extent to which an asset is used
• Forecasts showing lack of long-term profitability
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•  A change in the law or business environment
• A substantial drop in the market value of an asset
If events and circumstances indicate that impairment may exist, 
the entity is required to estimate the future cash flows expected to 
result from the use of the asset and its eventual disposition. An 
asset is deemed to be impaired if its carrying amount exceeds the 
sum of the expected future cash flows (undiscounted and without 
interest charges) from the asset. The impairment is measured as the 
amount by which the carrying amount exceeds the fair value of the 
asset. After an impairment loss is recognized, the reduced carrying 
amount o f the asset should be accounted for as the new cost of 
the asset and depreciated over the remaining useful life. Restora­
tion of previously recognized impairment losses is prohibited.
Lack o f an asset-impairment evaluation system may indicate a 
material weakness in an entity’s internal controls. Further, a lack 
o f documentation generally increases the extent to which you 
must apply professional judgment in evaluating the adequacy of 
management’s writedowns.
Assets to Be Disposed O f
Assets to be disposed o f (assets for which management has com­
mitted to a plan o f disposal) should be reported at the lower of 
the carrying amount or fair value, less costs to sell. Subsequent re­
visions to fair value less costs to sell should be reported as adjust­
ments to the carrying amount o f the asset to be disposed of. 
However, the carrying amount may not be adjusted to an amount 
greater than the carrying amount of the asset before an adjust­
ment was made to reflect the decision to dispose of the asset.
Although some assets previously might have been subject to APB 
Opinion No. 30, Reporting the Results o f Operations— Reporting 
the Effects o f Disposal o f a Segment o f a Business, and Extraordinary, 
Unusual and Infrequently Occurring Events and Transactions, FASB 
Statement No. 144 amended APB Opinion No. 30. The provi­
sions of FASB Statement No. 144 apply to all long-lived assets. 
Therefore, discontinued operations are no longer measured on a
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net realizable value basis, and future operating losses are no 
longer recognized before they occur.
Recent Auditing and Attestation Pronouncements 
and Other Guidance
Presented below is a list o f auditing and attestation pronounce­
ments, guides, and other guidance issued since the publication of 
last year’s Alert. For information on auditing and attestation 
standards issued subsequent to the writing o f this Alert, please 
refer to the AICPA Web site at www.aicpa.org/members/div/au­
ditstd/technic.htm. You may also look for announcements o f 
newly issued standards in the CPA Letter, the Journal o f Accoun­
tancy, and the quarterly electronic newsletter, In Our Opinion, is­
sued by the AICPA Auditing Standards team and available at 
www.aicpa.org.
SAS No. 95 
SAS No. 96 
SAS No. 97
SAS No. 98 
SAS No. 99 
SOP 02-1
SSAE No. 11 
SSA E  No. 12
Generally Accepted Auditing Standards 
A udit Documentation
Amendment to Statement on Auditing Standards No. 50, 
Reports on the Application o f Accounting Principles
Omnibus Statement on Auditing Standards— 2002  
Consideration o f  Fraud in a Financial Statement A udit
Performing Agreed-Upon Procedures Engagements That 
Address Annual Claims Prompt Payment Reports as 
Required by the New Jersey Administrative Code
Attest Documentation
Amendment to Statement on Standards for Attestation 
Engagements No. 10, Attestation Standards: Revision 
and Recodification
SQ CS No. 6
Audit Guide 
Audit Guide 
Questions and Answers
Audit Interpretation 
No. 4 of SAS No. 70
Amendment to Statement on Quality Control Standards 
No. 2, System o f Quality Control for a CPA Firm’s 
Accounting and Auditing Practice
Service Organizations: Applying SAS No. 70, As Amended 
Audits o f  State and Local Governments (GASB 34  Edition) 
FAQs on Sustainability Reporting
“Responsibilities o f Service Organizations and Service 
Auditors With Respect to Forward-Looking Information 
in a Service Organizations Description o f Controls”
(continued)
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Audit Interpretation 
No. 5 of SAS No. 70
Audit Interpretation 
No. 6 o f SAS No. 70
Audit Interpretation 
No. 14 o f SAS No. 58
Audit Interpretation 
No. 12 o f SAS No. 1
Related-Party Toolkit
Audit Risk Factors
Practice Alert No. 02-1
Practice Alert No. 02-2 
Practice Alert No. 02-3 
Practice Aid
Booklet
“Statements About the Risk o f Projecting Evaluations 
o f the Effectiveness o f Controls to Future Periods”
“Responsibilities o f Service Organizations and Service 
Auditors With Respect to Subsequent Events in a 
Service Auditor's Engagement”
“Reporting on Audits Conducted in Accordance 
With Auditing Standards Generally Accepted in the 
United States o f America and in Accordance With 
International Standards on Auditing”
“The Effect on the Auditor’s Report o f an Entity’s 
Adoption o f a New Accounting Standard That Does 
Not Require the Entity to Disclose the Effect o f the 
Changes in the Year o f Adoption”
Accounting and Auditing for Related Parties and Related 
Party Transactions: A  Toolkit for Accountants and Auditors
A detailed list o f “risk factors” that should be considered 
as businesses prepare their 2001 financial statements
Communications With the Securities and Exchange 
Commission
Use o f  Specialists 
Reauditing Financial Statements
Assessing the Effect on a Firms System o f  Quality Control 
Due to a Significant Increase in New Clients and/or 
Experienced Personnel
Understanding Audits and the Auditor’s Report: A  Guide 
fo r  Financial Statement Users
The following summaries o f auditing standards might have par­
ticular significance to the construction industry. The summaries 
are for informational purposes only and should not be relied on 
as a substitute for a complete reading of the applicable standards. 
To obtain copies o f AICPA standards and guides, contact the 
Member Satisfaction Center at (888) 777-7077 or go online at 
www.cpa2biz.com.
SAS No. 95, Generally Accepted Auditing Standards
In December 2001, the ASB issued SAS No. 95, Generally Accepted 
Auditing Standards (AICPA, Professional Standards, vol. 1, AU sec. 
150), which supersedes “Generally Accepted Auditing Standards” 
of SAS No. 1. SAS No. 95 is effective for audits of financial state­
ments for periods beginning on or after December 15, 2001.
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SAS No. 95 establishes a hierarchy of generally accepted auditing 
standards (GAAS) consisting o f auditing standards, interpretive 
publications, and other auditing publications.
• Auditing standards are comprised of the general, fieldwork, 
and reporting standards approved and adopted by the 
AICPA membership, as amended by the ASB, as well as 
the SASs. The auditor should be prepared to justify depar­
tures from the SASs.
• Interpretive publications consist of auditing Interpretations 
o f the SASs, auditing guidance included in the AICPA 
Audit and Accounting Guides, and AICPA auditing SOPs. 
The auditor should be aware of and consider applicable in­
terpretive publications. If the auditor does not apply the 
auditing guidance included in an applicable interpretive 
publication, the auditor should be prepared to explain how 
he or she complied with the SAS provisions addressed by 
such auditing guidance.
• Other auditing publications include AICPA auditing publi­
cations not referred to above as well as auditing articles in 
the Journal o f Accountancy and other professional journals; 
auditing articles in the AICPA CPA Letter, continuing 
professional education programs and other instruction ma­
terials; textbooks; and so forth. Although other auditing 
publications have no authoritative status, they may help 
the auditor understand and apply the SASs.
The auditor is not expected to be aware of the full body of 
other auditing publications. However, if you apply the audit­
ing guidance included in an other auditing publication, you 
must determine that such guidance is appropriate and rele­
vant. If the guidance has been reviewed by the AICPA Audit 
and Attest Standards team it is presumed to be appropriate.
SAS No. 96, Audit Documentation
In January 2002, the ASB issued SAS No. 96, Audit Documenta­
tion (AICPA, Professional Standards, vol. 1, AU sec. 339). SAS 
No. 96 supersedes SAS No. 41, Working Papers, and amends three
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SASs. SAS No. 96 is effective for audits o f financial statements 
for periods beginning on or after May 15, 2002. Earlier applica­
tion is permitted.
Among other things, SAS No. 96 supersedes SAS No. 41 by 
using the term audit documentation instead of working papers to 
describe the principal record of auditing procedures applied, evi­
dence obtained, and conclusions reached by the auditor in an 
audit engagement. (Note, however, that SAS No. 96 permits the 
term working papers to be used to refer to audit documentation.)
In addition to superseding SAS No. 41, SAS No. 96 amends the 
following:
• SAS No. 47, Audit Risk and Materiality in Conducting an 
Audit (AICPA, Professional Standards, vol. 1, AU sec. 312)
• SAS No. 56, Analytical Procedures (AICPA, Professional 
Standards, vol. 1, AU sec. 329)
• SAS No. 59, The Auditor's Consideration o f an Entity’s Abil­
ity to Continue as a Going Concern (AICPA, Professional 
Standards, vol. 1, AU sec. 341)
SAS No. 98, Omnibus Statement on Auditing Standards—2002
In September 2002, the ASB issued SAS No. 98, Omnibus State­
ment on Auditing Standards—2002  which, among other things:
1. Amends SAS No. 95 (AU sec. 150.05) to clarify the status 
o f appendixes to SASs as being interpretive publications. 
This amendment is effective upon issuance. 23
2. Amends SAS No. 25, The Relationship o f Generally Accepted 
Auditing Standards to Quality Control Standards (AICPA, 
Professional Standards, vol. 1, AU sec. 161.02 and .03), to 
clarify the relationship between Statements on Quality 
Control Standards (SQCSs) and engagements performed 
under SASs. This amendment is effective upon issuance.
3. Amends SAS No. 47, Audit Risk and Materiality in Conduct­
ing an Audit (AICPA, Professional Standards, vol. 1, AU sec. 
312.34-.41), to clarify the auditor’s responsibility with re-
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spect to evaluating audit adjustments. This amendment is 
effective upon issuance.
4. Amends SAS No. 70, Service Organizations (AICPA, Pro­
fessional Standards, vol. 1, AU sec. 324), and rescinds In­
terpretation No. 6, “Responsibilities o f Service 
Organizations and Service Auditors With Respect to Sub­
sequent Events in a Service Auditor’s Engagement,” o f 
SAS No. 70.
5. Amends SAS No. 38, Reports on Audited Financial State­
ments (AICPA, Professional Standards, vol. 1, AU sec. 
508.65), to make the guidance in SAS No. 58 consistent 
with the guidance in SAS No. 1 (AU sec. 530.01) by using 
the term completion o f fieldwork as opposed to “completion 
o f his most recent audit.” This amendment is effective 
upon issuance.
SAS No. 99, Consideration of Fraud in a Financial Statement Audit
SAS No. 99, Consideration o f Fraud in a Financial Statement Audit 
(AICPA, Professional Standards, vol. 1, AU sec. 316), supersedes SAS 
No. 82, Consideration o f Fraud in a Financial Statement Audit, and 
amends SAS No. 1, AU sec. 230, “Due Professional Care in the Per­
formance of Work,” and SAS No. 85, Management Representations.
The Statement does not change the auditor’s responsibility to 
plan and perform the audit to obtain reasonable assurance about 
whether the financial statements are free o f material misstate­
ment, whether caused by error or fraud, as stated in SAS No. 1 
(AU sec. 110.02, “Responsibilities and Functions o f the Indepen­
dent Auditor”).2 However, SAS No. 99 establishes standards and 
provides guidance to auditors in fulfilling that responsibility, as it 2
2. The auditor’s consideration of illegal acts and responsibility for detecting misstate­
ments resulting from illegal acts is defined in Statement on Auditing Standards 
(SAS) No. 54, Illegal Acts by Clients (AICPA, Professional Standards, vol. 1, AU sec. 
317). For those illegal acts, that are defined in that Statement as having a direct and 
material effect on the determination of financial statement amounts, the auditor’s re­
sponsibility to detect misstatements resulting from such illegal acts is the same as 
that for errors (see SAS No. 47, A udit Risk and Materiality in Conducting an A udit 
(AICPA, Professional Standards, vol. 1, AU sec. 312), or fraud.
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relates to fraud, in an audit o f financial statements conducted in 
accordance with GAAS.3
Among other things, SAS No. 99 also includes Exhibit 1, “Man­
agement Anti-Fraud Programs and Controls,” which was devel­
oped to assist auditors in obtaining an understanding o f 
programs and controls that management may use to mitigate spe­
cific risks o f fraud, or that otherwise help to prevent, deter, and 
detect fraud.
SAS No. 99 is effective for audits of financial statements for peri­
ods beginning on or after December 15, 2002. Early application 
is permissible.
The AICPA is working on a fraud Practice Aid titled Fraud De­
tection in a GAAS Audit—An Auditors Field Guide that will be 
published by the end of 2002. Among its many topics, the Prac­
tice Aid addresses topics such as how the new SAS changes audit 
practice, characteristics o f fraud, understanding the new SAS, 
best practices, and practice aids, including specialized industry 
fraud risk factors, common frauds, and extended audit proce­
dures. Auditors should be on the lookout for this new Auditor's 
Field Guide.
SQCS No. 6, Amendment to Statement on Quality Control Standards 
No. 2, System of Quality Control for a CPA Firm’s Accounting and 
Auditing Practice
In September 2002, the ASB issued Statement on Quality Con­
trol Standards (SQCS) No. 6, Amendment to Statement on Quality 
Control Standards No. 2, System of Quality Control for a CPA 
Firm’s Accounting and Auditing Practice (AICPA, Professional
3. Auditors are sometimes requested to perform other services related to fraud detec­
tion and prevention, for example, special investigations to determine the extent of a 
suspected or detected fraud. These other services usually include procedures that ex­
tend beyond or are different from the procedures ordinarily performed in an audit of 
financial statements in accordance with generally accepted auditing standards 
(GAAS). Chapter 1, “Attest Engagements,” of Statements on Standards for Attesta­
tion Engagements No. 10, Attestation Standards: Revision and Recodification (AICPA, 
Professional Standards, vol .1, AT sec. 101), and Statements on Standards for Consulting 
Services (AICPA, Professional Standards, vol. 2, CS sec. 100) provide guidance to ac­
countants relating to the performance of such services.
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Standards, vol. 2, Q C  sec. 20). This Statement amends SQ CS 
No. 2 to clarify that deficiencies in individual audit, attest, com­
pilation, and review engagements do not, in and o f themselves, 
indicate that the firm’s system of quality control is insufficient to 
provide it with reasonable assurance that its personnel comply 
with applicable professional standards. This amendment is effec­
tive upon issuance.
 
SSAE No. 11, Attest Documentation
This amendment to Statement on Standards for Attestation En­
gagements (SSAE) No. 10, Attestation Standards: Revision and Re- 
codification (AICPA, Professional Standards, vol. 1, AT sec. 
101-701), reflects the concepts and terminology used in SAS No. 
96, Audit Documentation.
This amendment is effective for attest engagements when the 
subject matter or assertion is as of or for a period ending on or 
after December 15, 2002. Earlier application is permitted.
SSAE No. 12, Amendment to Statement on Standards for 
Attestation Engagements No. 10, Attestation Standards:
Revision and Recodification
Issued in September 2002, this amendment to SSAE No. 10 (AT 
sec. 101.17-.18) clarifies the relationship between SQ CSs and 
engagements performed under SSAEs. The amendment clarifies 
that, although an effective quality control system is conducive to 
compliance with attestation standards, deficiencies in or non- 
compliance with a firm’s quality control system do not, in and of 
themselves, indicate that an engagement was not performed in 
accordance with the applicable professional standards. This 
amendment is effective upon issuance.
Audit Guide Service Organizations: Applying 
SAS No. 70, As Amended
This Guide (product no. 012772kk) provides guidance to ser­
vice auditors engaged to issue reports on a service organization’s 
controls that may be part o f a user organization’s information
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system in the context o f an audit o f financial statements. The 
Guide also provides guidance to user auditors engaged to audit 
the financial statements o f entities that use service organizations. 
Guidance on performing service auditors’ engagements and 
using service auditors’ reports in audits o f financial statements is 
provided in SAS No. 70.
Related-Party Toolkit
The AICPA staff has developed an electronic document, Ac­
counting and Auditing for Related Parties and Related Party Trans­
actions: A Toolkit fo r Accountants and Auditors, to provide 
accountants and auditors o f private-sector business enterprises 
with an overview o f selected authoritative accounting and audit­
ing literature, SEC  requirements, and nonauthoritative best 
practice guidance concerning related parties and related-party 
transactions. In these current economic times when manage­
ment needs to be more sensitive to independence and related- 
party issues and possible conflicts between the entity and parties 
with which it does business, identifying related parties and re­
lated-party transactions is an important aspect o f a financial 
statement audit.
H elp D esk— T he related-party toolkit is available on the A ICPA  
Web site at aicpa.org/public/dow nload/new s/relpty_toolkit.doc.
Audit Risk Factors
In January 2002, the five largest accounting firms and the AICPA 
released a detailed list of “risk factors” to consider as businesses 
prepared their 2001 financial statements. Among the specific fi­
nancial reporting issues addressed by the risk assessment docu­
ment are liquidity and viability (going concern), changes in 
internal control, unusual transactions, related parties, off-balance 
sheet arrangements, materiality, and adequate disclosure. The 
document also recommends actions that can be taken to address 
such financial reporting risks.
Help Desk—The risk assessment document is available on the AICPA 
Web site at aicpa.org/public/download/news/risk_factor.doc.
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Accounting Pronouncements and Guidance Update
Presented below is a list o f recently issued accounting pronounce­
ments and other guidance issued since the publication o f last 
years Alert. See the AICPA Audit Risk Alert—2002/03 (product 
no. 022333kk) for a summary explanation of these issuances. For 
information on accounting standards issued subsequent to the 
writing of this Alert, please refer to the AICPA Web site at 
www.aicpa.org, and the FASB Web site at www.fasb.org. You may 
also look for announcements o f newly issued standards in the 
CPA Letter and the Journal o f Accountancy.
FASB Statement No. 145 Rescission o f  FASB Statements No. 4, 44, and 64, 
Amendment o f  FASB Statement No. 13 and  
Technical Corrections
FASB Statement No. 146
FASB Statement No. 147 
SOP 01-5
SOP 01-6
Accounting for Costs Associated with Exit or 
Disposal Activities
Acquisitions o f  Certain Financial Institutions
Amendments to Specific AICPA Pronouncements for  
Changes Related to the N A IC  Codification
Accounting by Certain Entities (Including Entities 
With Trade Receivables) That Lend to or Finance 
the Activities o f  Others
On the Horizon
Proposed SOP Related to Property, Plant, and Equipment
The Accounting Standards Executive Committee (AcSEC) of the 
AICPA issued a proposed SOP, Certain Costs and Activities Re­
lated to Property, Plant, and Equipment, that will address account­
ing and disclosure issues related to determining which costs 
related to assets should be capitalized as improvements and which 
should be expensed as repairs and maintenance. The SOP also 
will address capitalization of indirect and overhead costs. The 
proposed SOP is expected to provide guidance on “componenti­
zation” of assets, in which the asset is separated into separate 
components each o f which may have different useful lives. Each 
component would be accounted for and depreciated or amortized 
as a separate asset.
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In general, the SOP uses a “project stage” framework, in which 
accounting guidance is provided for each stage in the property, 
plant, and equipment (PP&E) project. The stages would include 
preliminary (occurring before acquisition o f specific PP&E is 
deemed probable), preacquisition (occurring after acquisition of 
specific PP&E is deemed probable, but before actual acquisition 
or construction), acquisition or construction, and in service (begin­
ning at the time acquisition or construction is substantially com­
plete and the PP&E is ready for its intended use).
The exposure draft contains the following conclusions:
• Except for the cost o f options, preliminary stage costs 
would be charged to expense as incurred.
• Costs related to PP&E incurred during the acquisition-or- 
construction stage would be capitalized if the costs are di­
rectly identifiable with the specific PP&E. Directly 
identifiable costs include only:
-  Incremental direct costs o f acquiring, constructing, or 
installing the PP&E incurred in transactions with inde­
pendent third parties for the specific PP&E.
-  Certain costs directly related to specified preacquisition 
activities performed by the entity for the acquisition, 
construction, or installation of the specific PP&E.
• General and administrative costs and overhead costs would 
be charged to expense as incurred. Similar conclusions 
would apply to preacquisition stage costs.
• Costs related to PP&E that are incurred during the in-service 
stage, including costs of normal, recurring, or periodic repairs 
and maintenance activities, would be charged to expense as 
incurred unless the costs are incurred for (1) the acquisition 
of additional PP&E or components of PP&E, or (2) the re­
placement of existing PP&E or components of PP&E. Re­
moval costs would be charged to expense as incurred.
• The costs o f planned major maintenance activities would 
not be a separate PP&E component. Those costs would be 
capitalized to the extent they are capitalizable under the in-
56
service stage guidance of the SOP and represent additions 
or replacements, and they would otherwise be charged to 
expense as incurred.
• A component would be a tangible part or portion of 
PP&E that (1) can be separately identified as an asset and 
depreciated over its own expected useful life and (2) is ex­
pected to provide economic benefit for more than one 
year. If a component has an expected useful life that differs 
from the expected useful life of the PP&E asset to which it 
relates, the cost would be accounted for separately and de­
preciated or amortized over its expected useful life.
• If an entity replaces a part or portion of a PP&E asset that 
has not been previously accounted for as a separate compo­
nent, and the replacement meets the definition of a com­
ponent, the entity would capitalize the replacement, 
account for it as a separate component going forward, esti­
mate the net book value of the replaced item, and charge 
the net book value o f the replaced item to expense in the 
period of replacement.
Proposed FASB Interpretation Guarantor’s  Accounting and 
Disclosure Requirements for Guarantees, Including Indirect 
Guarantees of Indebtedness of Others
In an effort to improve disclosures about loan guarantees, the 
FASB has issued an exposure draft o f a proposed Interpretation, 
Guarantor's Accounting and Disclosure Requirements for Guaran­
tees, Including Indirect Guarantees o f Indebtedness o f Others.
The proposed Interpretation would clarify and expand on exist­
ing disclosure requirements for guarantees, including loan guar­
antees. It also would require that at the time a company issues a 
guarantee, it must recognize a liability for the fair value, or mar­
ket value, of its obligations under that guarantee. By improving 
its disclosures and accounting, a company provides a more repre­
sentationally faithful picture o f its financial position and the risk 
it has assumed.
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The Interpretation does not address the subsequent measurement 
of the guarantor’s recognized liability over the term of the guaran­
tee. It also would incorporate, without change, the guidance in 
FASB Interpretation No. 34, Disclosure o f Indirect Guarantees o f 
Indebtedness o f Others, which is being superseded.
This guidance would not apply to guarantee contracts issued by 
insurance companies, a lessee’s residual value guarantee embed­
ded in a capital lease, contingent rents, and price rebates. The 
provisions related to recognizing a liability at inception for the 
fair value o f the guarantor’s obligations would not apply to prod­
uct warranties or to guarantees accounted for as derivatives.
Proposed FASB Interpretation Consolidation of Certain Special- 
Purpose Entities
The FASB has issued an exposure draft o f a proposed Interpreta­
tion that establishes accounting guidance for consolidation of 
special-purpose entities (SPEs). The proposed Interpretation, 
Consolidation o f Certain Special-Purpose Entities, will apply to any 
business enterprise— whether public or private— that has an 
ownership interest, contractual relationship, or other business re­
lationship with an SPE. The proposed guidance would not apply 
to not-for-profit organizations.
The objective of this proposed Interpretation is to improve finan­
cial reporting by enterprises involved with SPEs— not to restrict 
the use of SPEs. However, it is expected that when this proposal 
is implemented, more SPEs will be consolidated than in the past. 
Most SPEs serve valid business purposes, for example, by isolat­
ing assets or activities to protect the interests o f creditors or other 
investors, or to allocate risks among participants. SPEs that were 
unconsolidated prior to this proposed Interpretation were re­
ported according to the guidance and accepted practice that ex­
isted prior to this proposed Interpretation.
Current accounting standards require an enterprise to include 
subsidiaries in which it has a controlling financial interest in its 
consolidated financial statements. That requirement usually has 
been applied to subsidiaries in which an enterprise has a majority
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voting interest, but in many circumstances the enterprise’s con­
solidated financial statements do not include SPEs with which it 
has fundamentally similar relationships. The reason is that exist­
ing consolidation guidance focuses primarily on parent-sub­
sidiary relationships established through voting ownership 
interests, and the relationship between a business enterprise and 
an SPE is established through other means.
The FASB believes that if a business enterprise has a controlling 
financial interest in an SPE, the assets, liabilities, and results of 
the activities o f the SPE should be included in consolidated fi­
nancial statements with those of the business enterprise, which is 
referred to as the primary beneficiary of the SPE.
As to finalization of this project, the FASB expects to issue an In­
terpretation in the fourth quarter o f this year. The accounting 
guidance would be effective immediately upon issuance of the In­
terpretation for new SPEs. Companies with SPEs that existed 
prior to issuance of the Interpretation would be required to apply 
the guidance to the existing SPEs at the beginning of the first fis­
cal period after March 15, 2003. Calendar year end companies 
would need to apply the guidance on April 1, 2003.
AICPA Resource Central
The following publications deliver valuable guidance and practi­
cal assistance as potent tools to be used on your construction en­
gagements (product numbers appear in parentheses).
• Audit Guide Auditing Derivative Instruments, Hedging Ac­
tivities and Investments in Securities (012520kk)
• Audit Guide Auditing Revenue in Certain Industries 
(012510kk)
• Audit Guide Audit Sampling (012530kk)
• Audit Guide Analytical Procedures (012551kk)
• Practice Aid Auditing Estimates and Other Soft Accounting 
Information (010010kk)
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• Accounting Trends &  Techniques—2002  (009894kk)
• Practice Aid Preparing and Reporting on Cash- and Tax- 
Basis Financial Statements (006701kk)
Audit and Accounting Manual
The Audit and Accounting M anual (product no. 005132kk) is a 
valuable nonauthoritative practice tool designed to provide assis­
tance for audit, review, and compilation engagements. The Man­
ual contains numerous practice aids, samples, and illustrations, 
including audit programs, auditors’ reports, checklists, and en­
gagement letters, management representation letters, and confir­
mation letters.
AICPA reSOURCE Online: Accounting and Auditing 
Literature
Get access— anytime, anywhere— to the AICPA’s latest Profes­
sional Standards, Technical Practice Aids, Audit and Account­
ing Guides (more than 20!), Audit Risk Alerts (more than 15!) 
and Accounting Trends &  Techniques. To subscribe to this 
essential online service for accounting professionals, go to 
www.cpa2biz.com.
Educational Courses
The AICPA has developed a number of continuing professional 
education (CPE) courses that are valuable to CPAs working in 
the construction industry. Those courses include the following 
(product numbers are in parentheses):
• AICPA’s Annual Accounting and Auditing Workshop (2002- 
2003 edition) (737082kk, text; 187082, video). Whether 
you are in industry or public practice, this course keeps 
you current and informed, and shows you how to apply 
the most recent standards.
• The AICPA’s Guide to Consolidations and Business Combi­
nations (735125kk). Learn how FASB Statements No. 141 
and No. 142 have changed the rules for business combina­
tions and goodwill accounting.
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• Auditing in a Paperless Society (730121kk). Now that paper 
is slowly diminishing, where do you go? This course will 
teach you how to develop strategies for auditing around, 
through, and with a computer.
• Real Estate Accounting and Auditing (730600kk). This 
course provides an in-depth study o f the unique require­
ments that apply at each stage o f the real estate life cycle.
Online CPE
The AICPA offers an online learning tool entitled AICPA In­
foBytes. An annual fee ($119 for members and $319 for non­
members) offers unlimited access to hundreds o f hours o f CPE 
content in one- and two-credit courses. Register today as our 
guest at www.cpa2biz.com/infobytes.
CPE CD-ROM
The Practitioner’s Update (product no. 73811 0 kk) CD -RO M  
helps you keep on top o f the latest standards. Issued twice a 
year, this cutting-edge course focuses primarily on new pro­
nouncements that will become effective during the upcoming 
audit cycle.
Member Satisfaction Center
To order AICPA products, receive information about AICPA ac­
tivities, and find help on your membership questions call the 
AICPA Member Satisfaction Center at (888) 777-7077.
Technical Hotline and Ethics Hotline
Do you have a complex technical question about GAAP, other 
comprehensive basis of accounting (OCBOA), accounting, au­
diting, compilation engagements, review engagements, or other 
technical matters? If so, use the AICPA’s Accounting and Audit­
ing Technical Hotline. AICPA staff will research your question 
and call you back with an answer. You can reach the Technical 
Hotline at (888) 777-7077.
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In addition to the Technical Hotline, the AICPA also offers 
an Ethics H otline. M em bers o f  the AICPA’s Professional 
Ethics Team answer inquiries concerning independence and 
other behavioral issues related to the application of the AICPA 
Code of Professional Conduct. You can reach the Ethics Hotline 
at (888) 777-7077.
Conference
Among the many interesting conferences the AICPA offers, there 
is one that might interest you and your construction industry 
clients. The conference, held late each fall, is the “AICPA National 
Construction Industry Conference,” which presents a comprehen­
sive program revealing latest trends and developments in the con­
struction industry. The conference offers a national perspective 
and addresses the newest trends in conducting business, among 
other topics.
For additional information, contact CPA2Biz at its Web site, 
www.cpa2biz.com.
Web Sites4
AICPA Online and CPA2Biz
Here is a unique opportunity to stay abreast of matters relevant to 
the CPA profession! AICPA Online, at www.aicpa.org, informs 
you of developments in the accounting and auditing world as well 
as developments in congressional and political affairs affecting 
CPAs. In addition, CPA2Biz, at www.cpa2biz.com, offers you all 
the latest AICPA products, including more than 15 Audit Risk 
Alerts, more than 20 Audit and Accounting Guides, the profes­
sional standards, and CPE courses.
4. Additional helpful Web sites are presented in the Appendix.
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This Audit Risk Alert replaces Construction Contractors Industry De­
velopments—2001/02. Construction Contractors Industry Develop­
ments is published annually. As you encounter audit or industry 
issues that you believe warrant discussion in next year's Alert, please 
feel free to share them with us. Any other comments that you have 
about the Alert would also be appreciated. You may e-mail these 
comments to lgivarz@aicpa.org or write to:
Leslye Givarz 
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, N J 07311-3881
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APPENDIX
The Internet—An Auditor’s  Research Tool
Here are some useful Web sites that may provide valuable infor­
mation as you plan your client engagements. In addition to these 
Web sites, be sure to review those listed in the “On the Horizon” 
section of this Alert.
N am e o f  S ite C on tent In tern et A ddress
American Institute 
o f CPAs
Summaries of recent auditing 
and other professional 
standards as well as other 
AICPA activities
www.aicpa.org
Financial Accounting 
Standards Board
Summaries o f recent 
accounting pronouncements 
and other FASB activities
www.fasb.org
The Electronic World Wide Web magazine www.electronicaccount-
Accountant that features up-to-the-minute 
news for accountants
ant.com
AuditNet Electronic communications 
among audit professionals
www.cowan.edu.au/- 
mra/home.htm
CPAnet Links to other Web sites o f 
interest to CPAs
www.cpalinks.com/
Accountants 
Home Page
Resources for accountants 
and financial and business 
professionals
www.computercpa.com/
Double Entries A weekly newsletter on 
accounting and auditing 
around the world
www.csu.edu.au/lists.anet/- 
ADBLE-L/index.html
U.S. Tax A complete text o f the www.fourmilab.ch/ustax/-
Code Online U.S. Tax Code ustax.html
Federal Reserve 
Bank o f New York
Key interest rates www.ny.frb.org/pihome/- 
statistics/dlyrates
Cybersolve Online financial calculators, 
such as ratio and breakeven 
analysis
www.cybersolve.com/- 
toolsl.html
(continued)
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Content Internet AddressName o f Site 
FedWorld. Gov
Hoovers Online
Ask Jeeves
Vision Project
Internet Bulletin 
for CPAs
Governmental 
Accounting 
Standards Board
Society o f Industrial 
and Office Realtors
Engineering 
News Record
Construction.com
U.S. Department o f 
Commerce-sponsored site 
providing access to 
government publications
Online information on 
various companies and 
industries
Search engine which uses a 
user-friendly question 
format, and provides 
simultaneous search results 
from other search engines 
as well (for example, Excite, 
Yahoo, AltaVista)
Information on the 
professions Vision project
CPA tool for Internet sites, 
discussion groups, and 
other resources for CPAs
Summaries o f recent 
accounting pronouncements 
and other GASB activities
Industrial and office 
real estate information
Source o f important 
information for owners, 
contractors, and design and 
engineering professionals
A  McGraw-Hill company 
that unifies the resources o f 
Dodge, Sweets, Architectural 
Record, ENR, and Regional 
Publications and includes 
market analysis and forecasting, 
industry trends, and insights
www.fedworld.com
www.hoovers.com
www.askjeeves.com
www.cpavision.org/horizon 
www.kentis.com/ib.html
www.gasb.org
www.sior.com
www.enr.com
www.construction.com
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